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IN RE: )
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JOY RECOVERY TECHNOLOGY CORPORATION,
Case No. 97 B 36491
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N N N N N

NOEL DALEY, not individudly, but soldy as Trustee )
for the Joy Recovery Technology Corporation )
Liquidation Trudt,

Adversary No. 98 A 02044
Pantiff,

V.

N N N N N N

Hon. Jack B. Schmetterer
MARK JF. CHANG AND CATHY C.H. CHANG, )

N—r

Defendants. )

FINDINGS OF FACT AND CONCLUSIONS OF LAW

In the related Chapter 11 Bankruptcy of Joy Recovery Technology Corporation (“Joy”), its
liquidating Plan was confirmed on September 24, 1998. Joy liquidated its assets and established a
Liquideting Trugt (the “Trugt”) to pursue the present Adversary, over which the confirmed Plan retained
juridiction in this Court. Nod H. Daey (“Trustee”’) was appointed as Trustee of the Trust. In that
capacity he filed the present Adversary proceeding seeking to recover moneys borrowed by Joy for use
by Nick Young (“Young”), presdent and 50% shareholder of Joy, to purchase Joy stock from Mark
Chang (* Chang”), chairmanof theboard, director, and dleged joint owner of 50% of the company’ sshares
with hiswife, Cathy Chang.

The Trustee charges that Chang looted his former company Joy by sdling his 50% stock interest

to Young in a leveraged buyout (“LBO”) which left the company insolvent, and that he thereby



congtructively defrauded Joy’ s creditors. The Adversary Complaint aso avers that Chang breached his
fiduciary duty to Joy’s creditors and misgppropriated company assets. Accordingly, the Trustee invoked
the “grong-arm” powers of Section 544 and 550 of the Code as wdl the lllinois Uniform Fraudul ent
Transfer Act to recover $2.1 million from the Changs.

TheComplaint is pleaded infive counts. Counts| and |1 averred fraudulent transfersunder Section
544 of the Code and 740 ILCS 8§ 160/5(a)(2) and 160/6(a), respectively; Counts 1l and V aleged that
the Changs owed a fiduciary duty to Joy’s creditors as officers and sole shareholders and that they
breached that duty by causing the subject transaction; and Count |V charged misgppropriationof corporate
assets under 805 ILCS § 5/8.60. The Trustee dso objectsto Changs damagaing Joy under 11 U.S.C.
8 510. The charges against Nick Young were settled, and the case went to trial on the remaining
dlegations agang the Changs. After both sides rested, the parties presented their dosing arguments in
writing. Following trid, the Findings of Fact and Conclusions of Law st forth below are now made and
entered.

The Findings and Conclusions are based on consideration of the evidence at trid and written
arguments. In anearlier opiniondenying summary judgment, the Court made findings of undisputed facts

applicableto trid. In re Joy Recovery Technology Corp., 257 B.R. 253 (Bankr. N.D. 2001), which are

incorporated in the Findings set forth below. For reasons stated bel ow, Judgment will be entered for the

Changs on Count I, but will separately enter for the Trustee on Count |1 against Mark and Cathy Chang?

1 Cathy Chang was dismissed from Counts 11, 1V, and VV on orad motion of defense counsdl at
the close of opening statements.



(collectively “Chang”), and individudly againgt Mark Chang on Counts Il1, 1V, and V. Further, the
Changs clam will be subordinated under 8 510 of the Bankruptcy Code.

JURISDICTION AND VENUE

Jurisdiction lies under 28 U.S.C. 88 1334(b) and 157(8). The matter is referred here under the
ganding referrd of Didrict Court Interna Operating Procedure 15(a). Thisis a core proceeding pursuant
to 28 U.S.C. 88 157(b)(2)(B) and (B)(2)(H). Venue lies here under 28 U.S.C. 88 1409(a) and (c).

FINDINGS OF FACT

1 In 1981, Chang incorporated Joy Metal, Inc. In 1992, Joy Meta Inc. changed its name
to Joy Recovery Technology Corporation.

2. Joy’ sbusinesswastherecovery of various metdsfromindustrid telecommunications wiring
and computers. Joy’ srecovery operation benefitted its customersintwo ways: it reduced acquisitioncosts
by recycling metds, and it minimized potentid environmenta disposd problems. Initidly, Chang hdd the
bulk of Joy’s shares and his wife held forty-nine shares of a Joy subsidiary, but Y oung eventudly became
a 50% shareholder of the company with the Changs holding the other shares. Chang and Y oung shared
respongbility for operating Joy's business until mid-1995.

3. Inadditionto being an employee, director, and president of one of Joy'sdivisons, Chang
was Chairman of the Board of Directors.

4, OnJdune 25, 1994, Chang agreed toincrease Joy’ s Board of Directorsfrom two members
(formerly only Chang and Y oung), to five members. This step effectively diminated Chang's veto power

over corporate proposals that he did not like.



5. During 1995, Chang and Y oung had heated argumentsover Joy’ sfuture business Strategy.
Y oung wanted to invest inanew technology being devel oped inChina. Chang thought the new venturewas
too risky and wanted to concentrate on Joy’s core business. At aboard meeting in April 1995, Chang
suggested that Y oung should buy him out or he would buy Young's shares. Young asked Joy’s vice-
presdent, Lee Riegler, to explore how he might purchase Chang’s stock. Riegler consulted with the law
firmof Holleb & Coff whichproduced a memorandum outlining severa possibilitiesinduding an Employee
Stock Option Plan (*ESOP”), a cross-purchase, a stock redemption, or a combination of al three.

6. Chang rejected the various proposals and ingsted on a stock buyout for $2.6 million.
Y oung thought that pricewas high, but eventudly agreed to resolve the impasse between him and Chang.
In June of 1995, Chang retained Michd Shdigt (* Shdid”) aslegd counsd regarding the sde of his stock,
and Y oung retained Edward Salomon (“Sadomon™) as his counsd for the transaction.

7. After returning from atrip to China, Chang becameiill.

8. On Augud 16, 1995, Chang was taken to Lutheran Generd Hospitd where he was
diagnosed withanoxialcarbon monoxide poisoning. As aresult of hisillness, Chang experienced difficulty
for severa monthsinshort-termmemory, speechproblems, lethargy, dower ambulation, fluctuating lucidity,
and changesin persondlity.

9. Chang did not participatein Joy’ s day-to-day decision making between July 1995 and the
end of 1995, while he was recuperating.

10. Because of Chang'sillness, Young did not believe that Chang was physicaly capable of

executing Joy's strategic business plan.



11. Young agreed to prepare weekly memoranda and operating reports regarding Joy's
day-to-day activitiesfor Chang.

12. On Augud 18, 1995, senior management of Pioneer Bank (the "Bank™ or “Pioneer”)
prepared an internd document offering new credit terms to Joy ("August Loan Recap.”). Joy had
previoudy beenfinanced by LaSdle Bank, but it accepted Pioneer’ soffer. Part of the funds received from
Pioneer wasto be used to pay off loansmade by LaSalle. Pioneer offered to Joy threeloansindl, induding
onetotaling $2.1 million to be used to fund the purchase by Y oung of Chang's stock.

13. In late September, Y oung sent Chang a letter-of -intent and a handwritten memo offering
that he would personally purchase the Changs 50% interest in Joy for $2,600,000. The letter-of-intent
did not contain afinancing contingency. Y oung told his counsdl, Sdomon, who drafted the | etter-of -intent,
that the deal between him and Chang was to be a“ cross-purchase.”

14.  The September memorandum from'Y oung indicated that he had secured a potentia party
to invest by August 24, 1995. Infact, Y oung did not actudly have aninvestor, but, he was negotiaing with
severd potentid investors in Taiwan. Y oung testified that he needed an investor because he could not
afford to finance the dedl himsdlf.

15. Noinvestor ever committed to purchase Joy's stock.

16.  Torasethe moneyfor the purchase, Y oung decided that Joy should borrow $2,100,000
("the Loan") from Fioneer Bank (“Bank”).

17. On September 20, 1995, senior management at the Bank revised the August L oan Recap

and proposed that the Bank increase its proposed commitment and agree to make four rather than three



loans to Joy, these four loanstotaling $4.1 million (the " September Loan Recap.") included one loan for
$2.1 million to pay for the purchase of Chang's stock.

18. On September 29, 1995, Joy applied for an account at the Bank. On or about October
2, 1995, the Bank sent Joy four commitment lettersregarding the four loans. Those commitments totaled
$4.1 million.

19. Shortly thereafter, Joy changed its banking and lending relationship from LaSdle Bank to
Pioneer Bank & Trust Company.

20.  On October 13, 1995, Joy entered into a secured credit agreement with the Bank.

21. The Bank made three of the four loans sat forth in the September loan recap. The $2.1
million loan for sock acquisition was not made at that time. Chang was not involved in negotiations with
Pioneer Bank, but the switchfrom LaSalle Bank and payoff of the LaSdle debt meant that Changno longer
had personal responsbility on loans to Joy which he had earlier guaranteed.

22. Pioneer Bank knew that the $2.1 millioncredit facility would fund the purchase of Chang's
stock. The Loan Recap from the Bank stated that the $2.1 million buyout price for that stock was
"relatively low ... given[Joy's| current projected growth patterns.”

23.  Joy provided the Bank with a copy of Joy's business Plan.

24.  ThePFoneer Bank required Y oung to personaly guarantee repayment of the Loan.

25. Y oung providedthe Bank withhis personal financid information. According to his persona
financdd statement, Y oung had a persond net worth of $1,171,000. However, he only had $350,000 in

liquid assets. Therefore, the bank made the loans directly to Joy.



26.  Joy's obligation to repay the $2.1 million loan for the stock acquisition was backed by
Y oung's personal guarantee.

27.  Joy'sBoardof Director's never met to discusswhether to enter into the loanwiththe Bank,
nor was Joy represented by itscounsd, Robert Earhart, inthe transaction. Rather, Y oung testified that he
consdered the board to be defunct after its legitimacy was chalenged by Chang' slawyer. See 1133 and
38infra Young dso tedtified that he thought he had the authority, as a 50% shareholder, to dlow Joy to
enter into the transaction.

28. Due to Chang'sillness, Chang’'s Sster Margaret Y en and Cathy Chang asked Margaret’s
husband Richard Yen ("Yen") to assist Chang inany way he could withregard to Joy and the Chang stock.

29. Y en communicated to Sheligt regarding issuesand concerns of Mark and Cathy Chang as
to Joy and the possible sale of Chang's stock.

30.  OnOctober 13, 1995, Changreduced hisdemand from$2.6 millionto $2.1 million. Chang
agreedtoreducehisasking price because he knew that Joy’ s contract withNynex, whichrepresented 40%
of the company’s sdes, wasin jeopardy of not being renewed. Another reason for the reductionwas the
fact that Joy was embroiled in litigation with a company cdled Fubear which had the potentid of
jeopardizing Joy’ s contract with USWEST.

3L On October 13, 1995, Young sent Chang a draft copy of an agenda for a board of
director's meeting scheduled for October 21, 1995, at 9:00 am. The agendawasforwarded to Y en and,
inturn, to Shdlist. The agenda stated that one of the topics to be discussed was the "JoyRT shareholder

acquistion.”



32. Shelig warned Y oung of hisview that there were only two members vaidly eectedto the
Joy board, that the other three were not duly el ected and that any actiontakenby these purported members
would beillegd.

33. Sheigt, asagent for Chang, sent anotice of a shareholder meeting to occur one-haf hour
before the scheduled board of directors meeting.

34.  OnOctober 20, 1995, the parties entered into a letter-of-agreement which provided that
Chang would sdll his stock for $2.1 million on or before November 24, 1995. Under that agreement, if
the stock sde did not close on or before November 24, Y oung would be obligated to sdl his stock to
Chang for $1.8 million by December 15, 1995. The agreement was signed on behaf of Joy even though
it was not then a party to the Y oung-Chang transaction.

35. Young and Joy dso agreed to mantan the satus quo pending the closng date of
November 24, 1995: "No mgor changes in the operation [of Joy] will take place without Chang's
goprovd," and dso Chang "will not participate on a day to day basisin [Joy's] busness.”

36. The agreement dso provided that the board of directors would not take any material
actions without Chang's gpprova.

37.  TheOctober 21, 1995, shareholder and board of director medtingswerecanceled because
the board was unsure what to do after Shelist challenged its legitimacy. Eventudly, the other three board
members resgned leaving only Chang and Y oung on the board.

38. On October 27, 1995, Salomontranamitted Y oung's offer to purchase Chang's stock to

Shdis.



39.  The October 27, 1995, offer was for a Stock Purchase Agreement ("SPA") between
Young and Chang and it was not subject to a financing contingency.

40.  On October 29, 1995, Riggler advised Chang, through a memo, that Joy was changing
banks from LaSdle to Pioneer Bank.

41. Pei-Pei Shu, anemployee of Joy, provided Chang withinformationabout Joy's operations
during hisillness.

42. Y oung testified that the information about the Bank |oans was known throughout Joy.

43. Chang was in direct contact with a number of people at Joy who were dso familiar with
terms of the Pioneer Bank loans.

44, During a conversation in November of 1995 with Riegler (Vice Presdent of Joy) (then
acting as Chang's representative to terms of stock sde), Y en became aware that Joy had switched its
banking relationship to Pioneer.

45.  On December 8, 1995, Yen advised Shelist that Joy had changed from LaSalle Bank to
Pioneer Bank.

46. On December 6, 1995, Y oungadvised Shelist that Joy had changed itsbanking rdaionship
from LaSdle Bank to Pioneer Bank.

47. Y oung informed Shelist that Joy was borrowing the money from Fioneer Bank to finance
the purchase of the Chang Stock.

48. On December 21, 1995, the Pioneer Bark and Joy entered into a modification of the
secured credit agreement (the "M odification Agreement”) which provided that the Bank would lend Joy

$2.1 million to finance the acquisition of Chang's stock.
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49.  Themodificationagreement specificaly stated that the $2.1 million was to be used solely
to finance Joy's acquisition of Chang's Stock.

50. OnDecember 22,1995, Changand Y oung executed the Stock Purchase Agreement under
which Y oung agreed to purchase dl of the Chang stock in Joy.

51 Like the Letter-of-Intent, the SPA was not subject to afinancing contingency.

52.  Joy wasnot asgnatory to the text of the SPA, nor wasit aparty to it.

53.  Aspart of the SPA, Joy agreed to pay Chang $100,000 for a non-compete agreement.

54.  The SPA dso provided that Joy would pay Chang $200,000 for consulting services.

55. Under Section 12 of the SPA, if Young faled to purchase Chang's stock at the agreed
upon terms and within the time set  forth in the SPA, then Y oung would be required to sdll his stock to
Chang under the same terms and conditions as Chang was obligated to Y oung under the SPA.

56.  Attheclosing, in consderation for Chang's stock in Joy, Y oung delivered a $1,800,000
cashier's check.

57.  Young wasthe payee of the $1.8 million Check.

58.  TheBank ddivered two other checks on December 21, 1995, both payable to Chang.
One was for $100,000 and the other for $200,000.

59.  All three checks were labeled “Loan Department Check.”

60. Y oung claims to have been surprised when the $1.8 million check was made payable to
him instead of Chang, but Sdlomon had instructed the Bank to issue that check to Y oung o thet if there

were any problems at the closing it would be easier for Y oung to redeposit the check.
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61. Young was told that the dosng would be delayed if the Bank had to reissue the $1.8
million check to Chang, and that is why (he dams) he endorsed that check to Mark Chang as part of the
transaction to acquire the Chang stock.

62. On December 22, 1995, Chang resgned as director, presdent and employee of Joy, and
Y oung received assgnment to himsdf of the shares formerly hed by Chang. After the closing, Joy issued
a Press Release announcing that Y oung had * acquired 100% of the stock owned by his partner, Mark
Chang.”

63.  Theinternd financid statements of Joy were prepared under the control and supervison
of Lee Riegler, Joy’s chief financid officer.

64. Riegler has an accounting degreefrom Southern|llinois University and a graduate degree
in finance from Northwestern Universty.

65.  While he was employed a Joy, Riegler had supervisory responsbilities for accounting,
insurance, and data processing as wdl as directing the preparation of Joy's financid statements, income
statements, balance sheet, and cash flow statement.

66. Subsequent to dodng of the stock transaction, Joy’s outside accountant David Lee
ingructed Riegler that the Y oung-Chang transactionwas a cross-purchase and that Joy should book a$1.8
MillionrecelvablefromY oung. Rigler theninstructed Bob Gabraith, anaccountant at Joy, to book the loan
to Young. Consequently, starting in January 1996, Joy's financid statements showed a $1.8 million
receivable from Y oung. However, there was no promissory note or other documentation to substantiate
any loanto Young.

67.  The January and February 1996 internd financid statements reported a profit for 1995.

12



68. Neither the January satement nor the February satement showed that Joy had any treasury
stock.

69.  Accuracy of the February statement for Joy prepared by Riegler or under his supervison
was not contradicted by evidence.

70.  The January and February 1996 financid satement for Joy were submitted to the Pioneer
Bank.

71. Young regulaly reviewed Joy's financid satements and considered it part of his job to
review Joy's financid statements.

72.  Young never advised the Pioneer Bank that the Financid Statements whichJoy sent to the
Bank during the first four months of 1996 were inaccurate. Nor did he chdlenge Joy’s interna baance
sheets and summaries for the period December 1999 through May 1996, which al showed $1.8 million
loan debt due to Joy from Y oung.

73. Subsequent to issuance of the January and February interna financid statements for Joy,
Y oung learned of the adverse tax consequences to him of booking the Y oung-Chang transactionas aloan
tohim.

74.  SartinginAugust 1996, the internd financid statements of Joy were changed to show the
Y oung-Chang transaction as a stock redemption rather than a cross-purchase.

75. Y oung was advised to re-characterize the transaction by Salomon’s partner, Marshall
Brown, in order to avoid paying income tax on any payments made by Joy on the bank |oan obtained to
fund Y oung'’s purchase of the Chang stock.

76.  There was no corporate resolution authorizing Joy to redeem or acquire Chang's stock.

13



77. Fact satements set forth bel ow inthe Conclusions of Law will stand as additiona Findings
of Fact.

CONCLUSIONS OF L AW

A. The Expert 1ssues

The parties offered expert witnesses, and fallowing preliminary Daubert hearingseachwasdlowed
to tedtify. Chang movedinlimine to bar expert witnesses offered by Plaintiff, and the Trustee sought to bar
tesimony by Chang’ sexperts. Those motionsand objectionsweredl denied at trid for reasonsmorefully

=t forth below.

Sandards for Expert Testimony

The touchgtone for quaifying expert witnessesin federd court isrdigbility and rdevance. Comer

v. American Electric Power, 63 F. Supp.2d 927, 932-33 (N.D. Ill. 1999) (collecting cases from this

creuit); Fed.R.Evid. 702. To satidfy the first prong of the test requires the court to assure that the expert's

tetimony is based on sdentific knowledge, and not merdy conjecture. Daubert v. Merrel Dow

Pharmaceuticals, Inc., 509 U.S. 579, 590 (1993). Thus, the court must make “a preliminary assessment

of whether the testimony issdientificdly valid.” 1d. at 592-93. Daubert set out anonexclusve list of factors
to guidethisandysis. (1) whether the theory can be and has been verified through testing; (2) whether the
theory has been subjected to peer review or publication; (3) the known or potentid rate of error and the
exigence of standards controlling the technique's operation; (4) the extent to which the methodology
employed by the expert isgenerdly accepted by expertsinthe fidd. 1d. at 593-94. Courtsare not required

to consder any one or dl of these factors before alowing an expert to testify. Kumho Tire Co., Ltd. v.
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Carmichadl, 526 U.S. 137, 150 (1999). Instead, broad discretionlies with the court to decide whether to
use the Daubert factorsin agiven case. 1d.
Thethrugt of the inquiry is not to determine the correctness of the proffered testimony; such issues

go to the weight accorded to the testimony, not itsadmissbility. Cumminsv. LyleIndus., 93 F.3d 362, 368

(7" Cir. 1996). Rather, the god is to preclude tesimony that, owing to its unrdiability, fals to help the
factfinder to understand the evidence. Suchevidencefalls the relevancy requirement of Daubert. To satidy
the test for relevance, the expert’s testimony must fit the issue that he or she is testifying about and it must

ad inthe resolutionof afact in issue. United Statesv. Hall, 165 F.3d 1095, 1101-02 (7" Cir. 1999). Even

relidble tesimony may be precluded if it does not meet the standard for relevance. Id. a 1103 Fn. 4;
Fed.R.Evid. 702.

Chang'sFirst In Limine Motion

Chang' sfirg in limine motion sought to bar the testimony of Scott Peltz (“ Pdtz”), the trustee’ skey
solvency expert. Peltz is a CPA with over twenty-years of experience. He has testified as an expert
witness in more than a haf-dozen bankruptcy cases and has published numerous articles relating to
bankruptcy and accounting. (See Trustee' s Exhibit 59 tab 14). Chang asserted three grounds in support
of hisinliminemoation: (1) Peltz' stestimony congtitutesimproper legd conclusons, (2) Peltzlackscredibility

because he is a de facto contingent witness, and (3) PdltZ's tesimony is “not condstent” with business

va uation techniques employed by professondsin hisfidd.
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1. Pdtz' s tesimony was not an improper lega conclusion

The scope of expert testimony is governed by Evidence Rule 702 whichlimitsexpert testimony to
that which will assg the factfinder in understanding the evidence or in resolving a fact in issue. But the
assstance offered by an expert does not included telling the factfinder how it should rule. Hence, experts
are not dlowed to give legd conclusions. Hygh v. Jacobs, 961 F.2d 359, 363 (2™ Cir. 1992) (quoting
advisory committee' s note for rule 704). However, expert withesses may render opinions on an ultimate
fact issuein acase. Fed.R.Evid. 704(a). It is important to note that Rule 704(a) alows expert witnesses
to reach “an” ultimateissue at trid -- not the ultimate issue at trid. See Wright & Miller 29 Fed. Prac. &
Proc. Evid. § 6284. For example, an expert witness may opine on whether a person had the ability to
appreciate the extent of his property and the naturd objects of his bounty and to formulate a rationa
scheme of digtribution, but may not testify whether that person had the capacity to make a will. See
Advisory Committee's Note Fed.R.Evid. 704(a). The former is derived from agpplication of the expert's
gpeciadized knowledge to the facts of the case to ad the factfinder’ sinquiry into afact in issue; the latter
issue requires understanding and application of the law of wills, and therefore invades the judge's

responsibility. West Coast Video Enterprises, Inc. v. Ponce DeLeon, No. 90 C 1236, 1991 WL 49566

at *9 (N.D. 1l1.) (court does not need expert totdl it the law). Left unchecked, the expert could supplant
the judge srole of determining the law. Hygh, 961 F.2d at 364. Such testimony is objectionable because

it invades the province of the trid judge. Panter v. Marshdll Fidd & Co., 646 F.2d 271, 293 n.6 (7*" Cir.

1981).
Here, Chang argues that Peltz proffered impermissible legal conclusions because he expressy

referred to the lllinois Fraudulent Transfer Act (“IUFTA”) inhiswritten report and lifted language directly
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fromthe statute. Chang reliesonthree cases for support, but two of those cases merdly recitethe principles

outlined above. Thethird case, Burkhardt v. Washington Metropolitan Area Trangt Authority, 112 F.3d

1207 (D.C. Cir. 1997), is distinguishable on two grounds.

Firgt, unlike the present case, Burkhardt involved ajury trid. Thejury found for the plantiff, a deaf
passenger, againg abus company after andtercationwithabus driver. 1d. The need to protect jurorsfrom
adopting legd conclusions of an expert witness does not exist when the trid judge is factfinder. The court
will not rely on the expert to ingtruct it on the law.  Secondly, unlike here, the expert in Burkhardt was
erroneoudy dlowed to ingtruct the jury on requirements of the statute a issueinthe case. Id. at 1213 (trid
court erred by dlowing the plaintiff’ sexpert witnessto erroneoudy interpret the Americans with Disabilities
Act). The expert's tesimony aso included terms of art lifted directly from the statute. 1d. at 1213-14.
Although, Pdltz organized the disputed section of his report to correspond to subsections of the IUFTA,
the actud analyss was congstent with principles of accountancy. (See Exhibit 59 p.19-22). Ptz gave
his opinion on whether Joy was rendered insolvent as a result of the Y oung-Chang transaction, but his
conclusion was based on applying accounting rules to Joy’ sfinancid reports, not on alegd determination
of what condtitutesinsolvency. Expertsare required to fit thar andyssto the issuesinthe case. Otherwise,

the testimony isirrelevant. United Statesv. Hall, 165 F.3d 1095, 1101-02 (7" Cir. 1999). The merefact

that Peltz's report referred to relevant portions of the IUFTA did not render it an impermissible legdl

conclusion. A.E. ex rel. Evansv. Independent School Distr. No. 25, 936 F.2d 472, 476 (10" Cir. 1991)

(expert may refer to the law in expressng his or her opinion).
It is true that Peltz dso summarized his opinion asto Joy’s solvency by utilizing terms that were

lifted from the statute. For example with regard to his tests under IUFTA 5(8)(2) he recited the rlevant
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satute and then concluded: “ Based on the andyses presented herein, | concluded that the LBO
Transaction [9c] left Joy with unreasonably smdl assetsin relation to itsbusiness and the liabilities of that
business; and Joy intended to incur debts beyond their ability to pay them asthey came due (see above).”
(See Exhibit 59 p. 22). Peltzwould not be alowed to make such pronouncementsto ajury. However, the
court is able to view such statements as mere surplusage, and to focus instead on those portions of Pdtz's
andysesthat assisted the court’ sunderstanding of the financia data. Therefore, Chang' sfirst objectionwas
denied.

2. Chang’ s Objection to Ptz a Contingent Fee Witness

Chang also asserted that Peltz should be precluded from testifying because he is a de facto
contingent witness due to the fact that the Trusteeranout of money to pay hisfeesand currently owes him
an undisclosed amount of money. Peltz admits that he will not be paid unless the Trustee prevails. Chang
relies on authority from the Fourth Circuit which has held that contingent witnesses are forbidden under
common law. See Accrued Financid Services, Inc. v. Prime Retail, Inc., Nos. 00-1971, 01-1231, 2002

WL 1733743 at * 7 (4'" Cir.); Faamer v. Ramsay, 159 F. Supp.2d 873, 883 (D. MA. 2001). The

principle underlying these opinions is that expert witnesses should not be encouraged to falsify or
exaggerate ther tesimony by having their compensation tied to the outcome of the case. M ost states have
codified this rule by barring attorneys from using contingent experts in their rules of Professiona
Responsibility.

However, the better view, which is the one adopted in this Circuit, distinguishes betweenrulesof
ethics and the rules of evidence. “[T]he Code [of Professond Responsihility] does not ddlineate rules of

evidence but only setsforthstricturesonattorney conduct.” Universd Athlgtic Sales Co. v. American Gym,
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Recreational & Athletic Equipment Corp., 546 F.2d 530, 539 (3 Cir 1976); Tagatz v. Marquette

University, 861 F.2d 1040, 1042 (7" Cir. 1988) (rule against contingent fee expert witnessesis arule of
professiona conduct rather than of admissibility of evidence). Thereisnothing in the rules of evidence that
bars testimony from contingent fee experts. However, under Fed.R.Evid. 601 the factfinder may discount

the credibility of such witnesses. See United States v. Vaona, 834 F.2d 1334, 1343 (7™ Cir. 1987)

(rgiecting per se exclusion of contingent fee witness and saying that better gpproach isto alow factfinder
to consder fee arrangement as a credibility factor). To preclude Peltz from giving evidence & trid,
Chang had to show that Peltz's testimony was ether irrdevant or unreliable. Neither was shown. The
notion that Peltz' s testimony is inherently unrdiable confuses an ethical rule with evidentiary rule, and is
contrary to the authority in this Circuit. Chang has not offered any authority for the proposition that
contingent fee experts are incompetent to testify in federal court or that evidence obtained from such
witnessesisinadmissble. Merely showing that Peltz may have an incentive to exaggerate histestimony is
insUfficent to bar that tesimony. Moreover, the court isunwilling to sanction Joy’s creditors by barring
evidence from their key witness because the Plaintiff ran out of funds to pay hm. However, the court is
mindful of the fact that Peltz had an incentive to shade his testimony in favor of the Trustee, and this was
acongderation in the assessment of his credibility, though not dispostive.

3. Chang's Objection that Peltz's Evidence is Unreliable

Chang'’ scounsel objected that Peltzcommitted numerous computationa errorsinhis analyses. He
contendsthat asserted errors showed that Peltzdid not follow generd standardsof othersinhisfidd. Those
aleged errors will be dedt with below, but for purposes of the Daubert andyss, the issue is whether any

errors are so gross as to render the testimony inadmissble. The main requirement for expert testimony in
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federa court is that it must assst the factfinder to understand the evidence or to resolve afact in issue.
Daubert, 509 U.S. at 588 (quoting Fed.R.Evid. 702). Thus, the focus of a Daubert hearing is not to
determineif proffered testimony is entirdy accurate; rather, the inquiry isinto whether the evidence was

derived from methods that are generally employed by experts in that field. Kumho Tire Co., Ltd. v.

Carmichadl, 526 U.S. 137, 152 (1999). “Judges must look behind an expert’s ultimate concluson and

analyze the adequacy of itsfoundation.” Mid-State Fertilizer v. Exchange Nationa Bank, 877 F.2d 1333,

1339 (7" Cir. 1989). If the expert employed the same methodology as those in his or her fidd then the
evidenceisadmissble, unlessthe tesimony is so totaly at odds withthe underlyingdataasto render it mere

subjective speculation, inwhichcase it would beirrdevant. Smithv. Ford Motor Co., 215 F.3d 713, 718

(7" Cir. 2000) (Daubert test is concerned with methodology, not conclusions); Rosen v. Ciba-Geigy

Corp., 78 F.3d 316, 318 (7" Cir. 1999) (without proper foundation opinion is unscientific speculation);

Comer v. American Electric Power, 63 F. Supp.2d 927, 933 (N.D. Ind. 1999) (at bottom the reliability

requirement isintended to rule out subjective bdlief) (citation omitted).

Thisflexiblestandard of admissibility isintended to foster competing evidence fromexpertsonboth
Sdes of a case._Daubert, 509 U.S. at 589. Even an expert’s flawed conclusion is capable of heping the
factfinder to understand the evidence. Thus, the court does not have to accept the validity of the
conclusions reached by Pdltz for the evidence offered by Pdltz to be admissble.

Although Chang made aneffortto showerrorsinPeltz sreport, the aleged errorswere conclusons
based on assumptions made by Peltz which were in the purview of an expert accountant. For example,
Chang argued that Peltz did not add $167,000 in nonrecurring expenses back into his computation of the

income stream. Peltz stated that he stood by his decision because he believed the hol d-back was necessary
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to establish a reserve againg smilar codts in the future. Thisis but one of many assumptions made by
experts on both sides. Accounting is not an exact science. Accountants are therefore required to make
judgments about how to communicate financid information. A Daubert hearing is not the time to fully test
the vdidity of those assumptions.

After reviewing the evidence offered by Pdtz, it was concluded that Peltz employed the
methodology used by accountants engaged in business valuation, and that he observed the same leve of
rigor as others engaged in suchandyss. Notwithstanding the dleged errors argued in Chang’ smation, the
assumptions made by Peltz were certainly not so ingppropriate as to render his testimony speculative.

Further, Chang' s contentionthat Peltz failed to use basic accounting principlesbecause he did not
gpply the dlassc accounting “formuld’ (where vaue of assets= equity + lidhilities) iswithout merit. Chang’s

reliance on Frymire-Brinati v. K.P.M.G. Peat Marwick, 2 F.3d 183 (7™ Cir. 1993), ismisplaced because

that case is ingppodite. In Frymire, the panel opinion reversed the trid court because the judge failed to
conduct a “prdiminary assessment” to assure that the expert’s testimony was based on the proper
methodology. Id. at 186. Hence, the testimony was deemed unrdligble. Id. Here, the court conducted a
ful Daubert hearing to assure that the evidence offered by Peltz was based on a proper foundation of
methodology. Moreover, Peltz explained that the reason he did not use the classic accounting formula in
his work was because he was not congtructing a balance sheet. Pdtz' s andysis utilized data taken from
Joy’ s balance sheet, which was dso relied upon by Chang's expert and can be viewed as the functiond
equivdent of the“formula”

Findly, Chang daimsthat Peltz was seeking an answer to the wrong question because he did not

use far market vaue for his balance sheet test for insolvency. However, this argument presupposes that
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which had to be adduced at trid, namely that the Joy business was not on its deathbed after the 'Y oung-
Chang transaction. The decision to value assets as a putative buyer or whether to use aliquidation sde
valueis based on assessment of company’ s viahility during the rlevant period. Chang could not prevent
Ptz from tegtifying as to what vauation technique he chose and the reasons underlying that choice. Such
decisgons are routinely made by professona accountants.

Chang's Second Motion In Limine asto Terpstra

Chang adso sought to bar testimony of Martin W. Terpgtra (“Terpstra’) on grounds that his
testimony was speculaive and thereforeirrdlevant. Terpstrais a Certified Public Accountant withover 20
years of experience. Heis a so a Certified Fraud Examiner who has been engaged as aforendc accountant,
induding multiple assgnments to determine the proper accounting trestment of business transactions. The
Trustee employed Terpstra to evauate the Y oung-Chang transaction, and he concluded that the “most
gopropriate’ treatment of the transactionisasastock redemption. The sgnificance of how the transaction
isbooked isthat the Trustee’ s case is contingent upon showing atransfer of assetsfromJoy to Chang. See

In re Joy Recovery Technology Corp., 257 B.R. 253, 264 (Bankr. N.D. Ill. 2001) (Schmetterer, J)

(denying summary judgment, but specifying undisputed factsin this case for trid).
Chang contendsthat Terpstra sown report showsthat he had no basis for treating the transaction
as aredemption, relying on the following statement in that report:
Based on a review of the transaction documents, there are no facts to
support the utilizationof any one particular accounting treatment. Assuch,
our andyds and concdusions are based on an assessment of the various

accounting trestments and an evauation of whether each trestment is
gopropriate for Joy’ s Stuation. (See Plaintiff’ s Exhibit 60 Sec. C).
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Chang argues that such an andysis is andogous to J.B. Hunt Transport where tesimony of an

expert witness was excluded because the expert conceded that “he had insufficent information” to fully

reconstruct the accident that wasthe subject of hsandyss J. B. Hunt Transport, Inc. v. General Motors

Corp., 243 F.3d 441 (8" Cir. 2001). However, that caseis clearly distinguishable from the case a bar.
Here, Terpstradid not state that he had inauffident datato determine howto dassfy the transaction; rather,
he stated that due to the presence of conflicting datahe hasgivenhis professona opinion of the best way

torecordthetransaction. Further,ind.B. Hunt Transport, the court found that the expert’ stestimony lacked

saentific support and was therefore speculative. |d. at 443. Incontrast, Terpstra sopinionisbased onhis
review of numerous financid documents including:

A) Joy’s 1995 Bdance Sheet which was completed immediately
after the Y oung-Chang transaction and shows the transaction as
astock redemption;

B) Joy's 1995 Tax Return which shows a $1.8 Million stock
redemption;

C) the loan commitment letter from Pioneer Bank to Y oung which
states that the purpose of the loan was to fund the buyout of
Chang’s stock; and

D) the loan document which shows a modification to the security
agreement between the Bank and Joy so that Joy could borrow
funds to redeem its stock.
Chang complained that Terpstra s andyds was one-sided because he faled to consder the deposition

tesimony of attorneys for Y oung, which according to Chang shows that the transaction was a cross-

purchase. However, such attacks are best suited for cross-examination._See Oddi v. Ford Motor Co., 234

F.3d 136, 145-46 (3" Cir. 2000) (test for admissihility is not whether expert could have done a better job,

such issues are dedlt with on cross).

23



For purposes of the Daubert standard, it was sufficient that Terpsira possessed the requisite skill

toreview the financid documents, that the documents relied on were of the type that an accountant would
use to classfy a transaction such asthe one a issue in this case, that the testimony proffered by Terpstra
was reasonable in light of the documents he proposed to testify about, and the proffered testimony aided
indeterminationof anissuefor trid. Those requirementswere met and the testimony wastherefore alowed.

Trustee' s Objections to Chang’s Expert Schultz and Pinsky

The Trustee sought to bar the testimony of two experts hired by Chang. A Daubert hearing was
held to dedl with those objections. James F. Schultz (“ Schultz”) isa Certified Public Accountant (*CPA”)
and Certified VauaionAndyst(*CVA”) who was asked to prepare areport on the valuation of Joy after
the Y oung-Chang transaction. Schultz aso chalenged the vauation performed by Peltz as inaccurate.
Kenneth S. Pinsky (“Pinsky”) is a CPA with more than 27 years of experience who was asked to
determine the proper accounting trestment of the Y oung-Chang transaction. The court reviewed the
credentias of both Schultz and Pinsky and determined that both had adequate training, education, and
experience to qualify as expert witnesses,

After the Daubert hearing, the court rej ected the Trustee' sassertionthat Schultz' stestimony should
be barred because he had never testified in a bankruptcy case or because he was not published and had
worked primaily as an estate tax consultant. None of those asserted objections are sufficient to bar
tesimony under Daubert. Moreover, the court reviewed the methodol ogy employed by both professonas
and determined that their opinions met the criteria of reliability discussed above.

Hndly, as earlier discussed, the characterization of the transactioninissue was an essentia dement

to be evaluated at trid. Viewing the transaction as one between Joy and Chang, then Chang had the
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burden of producing evidenceto rebut the assertion that Joy was insolvent when the transactionoccurred.

Matter of Taxman Clothing Co.. Inc., 905 F.2d 166, 168 (7" Cir. 1990) (defendant hasinitial burden to

produce evidence that debtor was solvent in fraudulent conveyance action). Thus, the opinions of Schultz
and Pinsky passed the relevancy requirement.

B. The Litigation Issues

The Trustee' s Fraudulent Conveyance Claims under Illinois Law

Counts| and Il of the ingtant adversary charge afraudulent transfer under 740 1LCS 160/5(a)(2)
and 160/6(a), respectively. Section 544 of the Bankruptcy Code alows invocation of state fraudulent
conveyance datutes to avoid a trandfer that is voidable by creditors under state law. 11 U.S.C. §
544(b)(2).

Count | under 8 160/5(a)(2)

Section 740 ILCS 160/5(8)(2) providesthe following:

5(a) A transfer made or obligationincurred by a debtor is fraudulent asto
acreditor, whether the creditor’s claim arose before or after the transfer
was made or the obligation was incurred, if the debtor made the transfer
or incurred the obligation:
(2) without receiving a reasonably equivaent vaue? in exchange for the
transfer or obligation, and the debtor
(A) was engaged or was about to engage in a business or a
transaction for which the remaining assets of the debtor were
unreasonably small in relation to the business or transaction; or

2

740 ILCS sets forth adefinitionfor reasonably equivaent vaue that is not gpplicable to thiscase. It states:
“For the purposes of paragraph (2) of subsection (@) of Section 5 and Section 6, a person gives a
reasonably equivaent vaue if the person acquires an interest of the debtor in an asset pursuant to a
regularly conducted, noncollusive foreclosure sdle or execution of a power of sdefor the acquigtion or
disposition of the interest of the debtor upon default under a mortgage, deed of trust, or security
agreement.740 ILCS 160/4(b).
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(B) intended to incur, or believed or reasonably should have
believed that he would incur, debts beyond his ahility to pay as
they became due.
740 ILCS 160/5(8)(2).
This statute sounds in congtructive fraud and is distinguishable from Section 160/5(a)(1) because
it does not require ashowing of intent to defraud. Rather, fraud is presumed if the debtor transfersproperty

for lessthat adequate vaue and isthereby unable to meet its obligations. Society of Lloyd' sv. Cdllins, 284

F.3d 727, 730 (7" Cir. 2002). The Trustee must show three elements by a preponderance® of the
evidenceto meet itsburden under Section 5(a)(2): (1) that Joy transferred property to Chang; (2) that the
transfer was made for lessthanreasonably equivdent value; and (3) that asaresult of thetransfer, Joy was
left with insufficient capitd.

The Transfer to Chang

The characterization of the transfer to Chang wasidentified asacritica issue for trid in this court’s

earlier Opinion. See In re Joy Recovery Technology Corp., 257 B.R. a 267. According to the Trustee,

the trandfer was actualy between Joy and Chang, with Y oung acting as a mere conduit through which $
1.8 million flowed to Chang. Chang counters that there were three separate transactions, the first was a
$1.8 millionloanby Pioneer to Joy, followed by an equivdent loanfromJoy to Y oung, and findly Young's
$1.8 million purchase of Chang's stock. Hence, Chang contends that the transaction between him and

Y oung was cross-purchase, not a stock redemption.

3See Bay State Milling Co. v. Martin, 145 B.R. 933, 946 (Bankr. N.D. Ill. 1992) and cases
cited (standard of proof is preponderance of evidence for constructive fraud).
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Courts will eschew appeds to form which obscure the substance of a transaction. Thus, a
multileve transactionwill be collapsed and trested as a single transactioninorder to determine if therewas

a fraudulent conveyance. Inre MES/Sun Life Trugt, 910 F.Supp. 913, 934 (S.D.N.Y. 1995). Here,

Chang' s witness Pinsky contended that the transaction was a cross-purchase because the documents
exchanged between the parties stated that the transaction was a purchase by Young of Chang's stock.
Moreover, Chang says he was unaware that Y oung secured the financing for the purchase with the assets
of Joy.

Itistrue that the Stock Purchase Agreement and L etter-of - ntent Sgnedby the parties showed that
Y oung was buying Chang' sstock. However, the issue before the court is not one of contract interpretation
where the intent of the partiesis paramount; rather, the issue is whether some need is shown to protect
creditorsfromatransfer of Joy’' s assets for less than reasonable consideration, and therefore redlty of the
transaction is paramount. Improper transactions cannot be papered over and protected by agreement of
the parties.

Notwithstanding documents of the parties, the transaction clearly fit the definition of aleveraged
buyout (“LBQO”). The essential characteristic of an LBO is that the target company’ s assets are used to
financethe purchase of the company. Typicdly, the acquirer investslittie if any equity, and the shareholders
who are bought out are replaced by others as owners of the company, while the risk of insolvency formerly
borne by the selling shareholders is shifted to the unsecured creditors because the company assumes

heavier debt to fund the transaction. In re Image Worldwide, Ltd., 139 F.3d 574, 580 (7" Cir. 1998)

Clearly, that iswhat happened here.
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The entire purchase price of the transactionwas funded by a new Pioneer loan to Joy. Y oung did
not contribute any equity and the loan documents make clear that the lending bank waslooking to Joy for
its security. The guaranty given by Young was in large part illusory since his annud sdary and totd liquid
assets were insufficient to pay the loan and cover interest on the loan. Likewise, the purported loan from
Joy to Y oung was afiction. There are no documents that show Y oung incurred any obligation to Joy as
aresult of the Y oung-Chang transaction. Y oung did not execute a promissory note or any loandocuments
for the $1.8 million. Rather, he was content to maintain on Joy’s books the fiction of a $1.8 million
obligation by him to Joy aslong as he was ignorant of the resulting adverse tax consequence. Y et, when
he was warned of the tax threat by histax attorney, Marshdl Brown, he promptly had that entry removed
from Joy’ sfinancia statements and recast the transaction as a stock redemption. Therefore, Joy did not
even have the benefit from Y oung of any loan commitment by him.

Insubstance, Joy paid its own purchase price to buy its stock for Y oung, and thereby incurred a
$1.8 millionobligationfor the benefit of Chang. Thus, the first dement of § 5(a)(2) of IUFTA was satisfied.
For purposes, of this analysisit does not matter whether Changwasa direct or indirect beneficiary of the
trandfer from Joy. 11 U.S.C. § 101(54) (“transfer” defined as direct or indirect conveyance of property
or interest). Nor doesit matter whether he knew that Joy was the source of the funds used to buy his stock,
sgnce knowledge is not a requirement under the statute.

The reasoning of Kupetz v. Wolf, 845 F.2d 842, 847-48 (9™ Cir. 1988), cited by Chang is

unpersuasive. Kupetz hed that an LBO was not a fraudulent conveyance where the sdller did not know
that the transactionwas being financed by an L BO. Such reasoning blursthe distinctionbetween actua and

congructive fraud. See MES/Sun Life Trug, 910 F.Supp. at 936.

28



Findly, Chang did not disoutethat he received adirect transfer of $300,000 from Joy in the form
of a check for $200,000 for a “consulting agreement” and a further $100,000 under a “noncompete
agreement.” But Chang contends that Joy received reasonable equivadent vaue for those two transfers.
Hence, the analysis will proceed to the second eement under 740 ILCS 160/5(a)(2).

Reasonable Equivalent Value

Theissue of whether adebtor received reasonable equivdent vadue is a question of fact that must
be evaluated as of the date of the transaction. In re Musa, 215 B.R. 158, 172 (Bankr. N.D. Ill. 1997).
Courts will not look with hindsight at a transaction because such an gpproach could transform fraudulent

conveyance law into an insurance policy for creditors. In re O’ Day Corporation, 126 B.R. 370, 404-

05(Bankr. D. Mass. 1991). Unlike contract law, nomina congderation is inadequate to satisfy the

reasonable equivaent value standard. Leibowitz v. Parkway Bank & Trust Co., 139 F.3d 574, 580 (7*"

Cir. 1998). Moreover, since the purpose of fraudulent conveyance law is to protect creditors, the
determination of valueislooked a from the vantage point of the debtor’s creditors. 1d. Thus, the inquiry
focuses on what did the debtor give up and what did it receive that could benefit creditors. Ohio

Corrugating v. Security Pac. Business Credit, 70 B.R. 920, 927 (Bankr. N.D. Oh. 1987).

However the transactionisviewed, Joy did not receive anything for the $1.8 millionpaid ultimetely
to Chang -- no treasury stock, and no loancommitment. Asdiscussed above, there was noloan agreement
between Joy and Young. Nor can the transaction be viewed as a stock redemption. There was no
evidence that Joy received any treasury stock asresult of the Y oung-Chang transaction. Moreover, stock
redemptions are treated as dividends to shareholders which return no vaue to the company. Vadanis

Lumber Supply v. Byrne, 100 B.R. 127, 136 (Bankr. D. Mass. 1989). Thus, whether viewed asan LBO
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or characterized otherwise, Joy did not receive reasonably equivadent vaue for the $1.8 milliontransfer to
Chang.
The same holdsfor the checks issued to Chang under the noncompete and consulting agreements.

Asthe opinioninV adanis pointed out, noncompete agreements are valud essto creditors becauseit leaves

them in the same place they occupied before the transaction. 1d. Prior to the transaction, Chang owed a
fiduciary duty to Joy not to compete with it. After the transaction, Joy had the same promise, except it cost
the company $100,000. Asfor the conaulting agreement, Chang cannot have it both ways. Chang testified
that he was serioudy impaired as a result of carbon monoxide poisoning after he returned from China,
whichrequired himto take aleave of absence and to rely on his brother-in-law to communicatewithothers
at Joy. Y oung testified that Chang could no longer functioninhisjob. Further, both partiesagreed inaletter
agreement that Chang would not participate in day-to-day operations of Joy pending the dosing of the
transactionsinissue here. Thus, Chang' sprotestation at trid that he was ready, willing, and able to perform
under the “conaulting agreement” rings hollow. Indeed, he admitted that he is dill suffering serious
imparment as aresult of hisillness. Findly, from the creditor’ s perspective, even if Chang had consulted
with Joy, the company would not gain anything that it did not have prior to Chang’ sillness Thus, it is clear
that Joy did not receive reasonably equivdent vaue for any of the payments trandferred to Chang.

Inadequate Capital

The test under 740 ILCS 160/5(a)(2) for whether a company had adequate capital after a

contested transfer to fund its operations is not the same asthat for insolvency. Vadanis, 100 B.R. at 137.

Rather, unreasonably small capitd means something more than insolvency or inability to pay debts asthey

come due. Being left without adequate capita would meanthat the transactioninissue put Joy on the road
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toruin. Id. To sustain his burden, the Trustee must show something morethana deteriorated balance sheet
after the LBO or that Joy had difficulty paying its trade creditors. This he has not done.

Pdltz reviewed Joy’ s financia databoth before and after the LBO and concluded that Joy’ strade
payables deteriorated substantialy, as did its working capita ratios. Working capitd is the difference
between a company’s current assets and current ligbilities. A low level of working capita meansthat the
company will have difficulty funding its operations. Schultz conceded that Joy’ s working capital declined
by 50% after the LBO and the current ratio (the ratio of current assetsto liabilities), declined by 30%.
Thus, thereisno doubt that the LBO sgnificantly “increased the risk” to Joy’ screditors as damed by Pdtz.
However, reducing the test for “ unreasonably smdl capitd” to such a showing would likely mean that any
LBO would be a fraudulent conveyance. As stated above, the god of fraudulent conveyancelaw is not to
provideaninsurance policy againgt business risk for creditors. Rather, the court must balance the need to
protect creditors from transactions that cripple a company with the need to preserve the market for a
debtor’ s assets.

In this case, after the LBO, Joy compared favorably withother companiesin itsindudtry in terms
of itsworking capital. As Schultz testified, Joy post-LBO was ill inthe top 60% of firmsinitsmarket and
Joy’s 1994 cash flow was dmost twice the amount needed to finance the Pioneer loan. (See Schultz
Exhibit 66 p. 15). Moreover, Joy had a $1.5 millioncredit line at Pioneer after the close of the LBO, and
the Trustee did not refute the fact that the company had additional borrowing capacity, as testified by
Schultz. Further, courtswill not find that a company had unreasonably low capitd if the company survives

for an extended period after the subject transaction as Joy did. See Moody V. Security Pecific Busness

Credit, 971 F.2d 1056, 1074 (3" Cir. 1992) (no unreasonably low capital where creditors paid for twelve
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months after transaction); MES/Sun Life Trust, 910 F. Supp. at 944 (same where company was viable for

aght months after LBO); Ohio Corrugeting, 91 Bankr. at 440 (same creditors paid for ten months); Credit

Managers Ass nof Southern Cdiforniav. Federal Co., 629 F.Supp. 175, 184 (C.D. Cadl. 1986) (twelve

months); Cf. Inre O’ Day, 126 B.R. a 407-08 (trade creditors not being paid despite line of credit);
Vadanis, 100 B.R. at 138 (trade creditors not being paid before and after LBO).

Conclusion asto Count |

Pursuant to the foregoing discussion, judgment will enter on Count | infavor of defendants because
the Trustee has falled to show that Joy lacked reasonably sufficient capitd to fund its operations after the
LBO, and therefore did not meet one prong of the test under Section 5(a)(2) of IUFTA.

Count |11 under 740 ILCS 160/6(a)

Count 1l charges that the LBO was a fraudulent conveyance under 740 ILCS 160/6(a) of the
IUFTA. Section 6(a) provides:
A transfer made or obligation incurred by a debtor is fraudulent as to a creditor
whose claim arose before the transfer was made or the obligation wasincurred if
the debtor made the transfer or incurred the obligation without recelving a
reasonably equivdent vaue in exchange for the transfer or obligation and the
debtor was insolvent at that time or the debtor became insolvent asaresult of the
transfer or obligation.
740 ILCS 160/6(a).
The dementsto be established under that provison are: (1) that a transfer was made from Joy to
Chang; (2) that the transfer was made for |ess than reasonably equivaent value; and (3) that at the time of

the transfer, Joy was insolvent or was made insolvent.
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Thefirg two dementsof Section160/6(a) are the same as those of Section 160/5(8)(2). The key
difference between the two statutes is that it focuses on creditor clams before the alleged fraudulent
conveyance. Inquiry under section6(a) iswhether the transactionwas made while the debtor was insolvent
or whether the debtor was made insolvent as a result thereof. “A debtor is insolvent if the sum of the
debtor’ s debts is greater than dl of the debtor’ sassetsat afar vauation.” 740 ILCS 160/3(a). Thisisthe
so-called balance sheet test for insolvency, which is the same under the Bankruptcy Code. 11 U.S.C. 8§
101(32).

Andysis asto the firs two dementsunder 8 160/6(a) isthe same as earlier discussed as to Count
|, and the parties agree that Joy was solvent prior to the LBO. The remaining issue iswhether the LBO
made Joy insolvent.

The firg step in this andyss is to determine whether valuation should be on a fair market or
liquidation basis. Fair market vaue is defined asthe vdue that awilling buyer would pay for the assets as
agoing concern. The generd rule is that the far market vaue should be used to vaue assets unless the

company ison its deathbed. MES/'Sun Life Trudt, 910 F.Supp. a 939; Vadanis Lumber, 100 Bankr. at

131-32. Here, both parties agree that Joy was solvent prior to the transaction. Though the firm was
serioudy weakened by the expected |oss of amgor account and other problems, thereisno evidencethat
the company was facing itsimminent demise when the transaction at issue occurred. The company had
grown over 40% in the previous five years and continued to generate enough capital to finance its debt
load. Inlight of that history, the gppropriate vauation method is far market vaue. Therefore, the court will

not credit the liquidation analys's performed by Peltz on behdf of the Trustee.
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Bothexpert witnessescapitaized projected income to derive the present vaue that aputative buyer
would pay for Joy. Both used the weighted average cost of capitd (“WACC”) method to determine the
discount rate at which the assets were capitalized. The WACC consgts of two components, debt and
equity. The debt component reflects the tax adjusted cost of debt weighted by the proportion of debt in
the firm's capital structure. The amilarly weighted equity component shows the cost of equity after
adjustment for the risk of investment relative to the rate of return of arisk-freeinvestment and the genera
rate of return for comparable equity investments. Once the discount rate was determined, it was then
capitdized by adjusting for the expected growthrate of the busness. Findly, the cap rate wasthenapplied
to the income stream to derive the amount a putetive buyer would pay to redlize the projected income, as
adjusted for the buyer’ s opportunity cost and the risk of theinvestment. The partiesperformed the following
cdculations to determine Joy’ s vaue as a going concern:

By Schultz  (1+ growth rate) (income)- (long-term debt) = Equity Vaue
cap rate (growth rate-discount rate)

By Pdtz (1 + growth rate) (income) -(long-term + Short-term debt) = Enterprise Vaue
cap rate (growth rate-discount rate)

After goplying his formula, Peltz concluded that Joy had a so-caled enterprise vaue of $2.345
million againgt ligbilities of between $3.714 million and $3.988 million. Therefore, he found that Joy was
insolvent after the LBO to the extent of between $1.369 million and $1.643 million.

According to Schultz, Peltz made numerous errors in his caculations, which resulted in afdse
finding of insolvency. For example, Schultz contends that the cap rate used by Peltzwastoo highbecause
Peltz used a specific company risk factor of 10%, instead of the 2% rate used by Schultz. And Peltz
dlegedly improperly weighted the debt and equity components in his andyss by usng a debt to equity
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rationof 2to 1. Thus, Peltz applied acaprateof 17 % versus 11.1 % used by Schultz. Therefore, Schultz
contends that these two differences alone resulted in a $1.2 million reduction in Joy’s vaue in Pdtz's
cdculation. Ptz is dso sad to have understated the base income stream by $190,000 per year, which
would increase Joy’s vaue by $1.7 million usng Schultz's cap rate of 11.1%. Peltz is dso accused of
improperly utilizing the vauation formula by including short-term debot in the debt variable of the formula
Schultz argues that only long-termdebt should be deducted to derive the equity value because short-term
debt is assumed to be paid on an ongoing bass. Findly, Schultz asserts that Peltz erred by not adding in
the aleged $1.8 million receivable from Y oung (the receivable origindly put on the Joy books, but later
reported by Y oung and Joy) as a nonoperating asset.

Although some of these criticisms have arguable merit, the problem for Chang is that even if the
court takesthe capitaized earnings number used by Schultz, Joy was madeinsolvent by the LBO. Indeed,
Schultz sated thet the equity value of Joy was $2,669,530 after the LBO. (See Chang Expert Exhibit 64
pg. 28). However, Joy had liabilities between $3.714 and $3.988 million (Schultzletter at Exhibit 66 pg.
1). Therefore, gpplying the balance sheet test for insolvency shows that the company was insolvent by
morethan$1 millionevenusing Schultz' s andlysis. The pictureis even worse if Schultz's overly optimistic
cap rate is adjusted upwards.

Chang does not fare any better under the second solvency test performed by Schultz employing
the market multiple approach. Under that approach, Schultztook Joy’ searningsbefore taxes, depreciation,

and amortization (“EBITDA") and multiplied it by 4.5 to derive the value of Joy’'s assets after the LBO.*

“The amounts for depreciaion and amortization, which were taken out to derive EBITDA, are
added back into EBITDA aong with nonrecurring costs such as the $125,000 saved by diminating
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That number was then reduced by subtracting the long-term debt to reach what Schultz cadled the
company’ s“net worth.” It isingppropriate to use atermthat impliesa ba ance sheet andyssto aprojected
income stream, Since doing so connotes afase sense of precison. Further, the court istroubled by the way
that the multiplier of 4.5 was chosen. Schultz reviewed a angle sdes transaction invalving a firm (Anglo
Metds) which sold for four timesits EBITDA and data supplied by another firm (Metas Management)
which was not comparable to Joy to derive its multiplier. As stated in the treatise relied on by Schultz, “a
gangle transaction does not a market make.” (See Vauing a Business Shannon P. Prétt, et d. p. 233
discussng Egtate of Joyce C. Hdl, 92 T.C. No. 19.) There should be at least severd rdevant transactions
before aussful comparisoncanbe made. 1d. at 262. Therefore, Schultz' scal culationof four to seventimes
EBITDA as the range of vauation for a business comparable to Joy is of questionable vaue snce the
higtory asto Metds Management, whichprovided him that number, never purchased any companiesinthe
relevant market.

Even putting asdethese concerns, the vauation reached by Schultz in employing this method il
showed Joy wasinsolvent. (See Chang Exhibit 66 pg. 13). Schultz averaged the vauations for 1994 and
1995 using this method to derive a vaduation of $5.1 million. Deduction by himof long-termdebt of more
than$2.6 millionresultsin a vauation of $2.4 million, whichisinauffident to offset lighilitiesinexcess of $3

million.> The only way that Joy could be found solvent after the LBO would be to count as entirely vaid

Chang's sdlary and $166,968 in expenses related to the LBO and the totd amount is multiplied by 4.5
to derive Joy’ s market valuation (EBITDA + Depreciation + Amortization + Nonrecurring Cost x 4.5
= Market Vauation).

*This is the same method and numbers used by Schultz to caculate the “ Stockholders Equity
Vaue’ shownin Chang's Exhibit 66 at page 13. However, unlike Schultz, the court does not credit
the $1.8 million receivable from Y oung. Thus, ingtead of a tota invested capitd vaue of $6.9 million as
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the so-called $1.8 million “receivable’” from Young and add it to the vauation as a nonoperating ass=,
therefore raising Joy’ s fair market vaue to $4.2 million. However, as stated above, the Y oung receivable
was modly illusory. Evenif Y oung had givenanote to Joy for that amount -- which he did not -- it would
not have condgtituted a $1.8 millionasset for Joy sincethe likdihood that Y oung could have fully repaid the

loanwassmdl. See United Statesv. GLENEAGLES, Invetment Co., Inc., 565 F.Supp. 556, 575 (M.D.

Pa. 1983) (court refuses to credit note given in LBO where promissor was unable to pay loan). Schultz
tedtified that 'Y oung would have to earn between $700,000 and $800,000 in sdary and bonus to finance
the loan. At the time of the transaction, Young earned a $150,000 in sadlary and had liquid assets of
$364,000. (See Exhibit 4 Persona Financid Statement for Nick Y oung). Thus, it is gppropriate to credit
any putative Y oung “receivable’ at no more than $400,000. This would increase the tota invested capita
vaue of Joy to $5.7 million.

However, deducting the long-term debt of $2.6 million would render a vauation of $3.1 million
versus tota lidhilities between $3.7 and $3.9 million. Hence, Joy would ill be insolvent. (See Chang
BExhibit 64 pg. 28, sub-exhibit D). Inlight of theforgoing, the LBO wasafraudulent conveyance under 740

ILCS 160/6(a).

derived by Schultz ($5.1 million + $1.8 million), the vaue of invested capitd is caculated by the court
to be $5.1 million ($6.9 million less $1.8 million). Hence, Joy’ s vaue &fter the LBO (totd invested
capital-long term debt) was $2.4 million as opposed to the $4.2 million figure shown by Schultz.
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Chang was Transferee under § 550

Having concluded that Chang received a fraudulent conveyance as pleaded in Count 11, the next
step is to determine if he was an initid transferee as defined by 11 U.S.C. § 550(a), so as to make him
liable for turnover of the funds received. The statute States:

(a) Except as otherwise provided in this section, to the extent thet a trandfer is

avoided under section 544 . . . of thistitle, the trustee may recover, for the benefit
of the estate, the property transferred, or, if the court so orders, the vaue of such

property, from-
(2) the initid transferee or such transfer or the entity for

whose benefit such transfer was made; or
(2) any immediate or mediatetransferee of such initid tranferee.
11 U.S.C. § 550(a).
A pand of the Seventh Circuit has determined that a party that holds the property “only for the purpose

of fuffilling an ingtruction to make the [property] avalable to someone else is not a transferee, but an

intermediary.” Bonded Fin. Services, Inc. v. European Am. Bank, 838 F.2d 890, 893 (7th Cir. 1988).

Intermediaries cannot be held responsible for suchtransfers because to do so would inevitably result in the
creation of precautionary processes that would burden the efficiency of transactions. 1d. A transfereeis
the party that has dominion over the money or other asset, and has the right to put the money to hisown
purposes. Id.

Here, the evidence is clear that Y oung was merely a conduit through which the $1.8 million was
transferred to Chang. The Y oung-Chang transaction was a classic LBO where the buyer of the stock
obtained a loan that was secured againgt the assets of the target and the loan proceeds were funneled

through another entity to the seller. See GLENEAGLES, 565 F.Supp. a 575 (money passed through

halding company to sdling shareholders). Y oung never had control over the money because the loan
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documentsmade it clear that the loanwasintended for the express purpose of buying Chang’ sstock. (See
Exhibit 18, 34(a)). Y oung understood this; that is why he was surprised that the $1.8 million check was
made payable to him. Testimony at trial showed that the sole purpose for making Y oung the payee on the
check was to be able to facilitate the redeposit of the fundsif the transaction did not close. Mere receipt
of the check was insufficient to make Y oung a transferee under the authority in the Circuit. Bonded Fin.,
838 F.2d at 893. Indeed, Y oung immediately signed the check over to Changwho thendeposited it into
his account. The bank subsequently honored the draft and Chang exercised unfettered control over the
funds. Therefore, the evidence is clear that Chang was the initid transferee of the funds.

Chang not Protected by § 550(b)(1)

Under 8§ 550 of the Bankruptcy Code, “The trustee may not recover under section (8)(2) of this
section from . . . a transferee that takes for vaue, induding satisfaction or securing of a present or
antecedent debt, in good faith, and without knowledge of the voidability of the transfer avoided.”

The Code does not define good faith. However, courts have found alack of good faith where the
circumstances showed thet the transferee either knew or should have known about adebtor’ spoor financid
conditionor wherethetransfereegavelessthan reasonable equivadent vaue for the benefit received. Collier
on Bankruptcy, 1550.03[2] (listing cases). The knowledge requirement of 8 550(b)(1) is based on an
objective test as to whether the transferee shoud be charged with knowledge of the voidability of a
transaction:

If a transferee possesses knowledge of facts that suggest a transfer may be
fraudulent, and further inquiry would reved facts sufficient to dert him that the
property is recoverable, he cannot St on his heds, thereby preventing a finding

that he has knowledge. In such a studion, the transferee is hdd to have
knowledge of the voidability of the trandfer.
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Brown v. Third Nat'| Bank, 67 F.3d 1348 , 1357 (8" Cir. 1995).

Chang is not digible for the protection under the safe-harbor provisonof 8 550(b)(1). To qualify
as a good faith transferee, Chang would have had to taken the funds for “vaue’ and without knowledge
of the voidability for the transfer. 11 U.S.C. 8 550(b)(1). As discussed above, Chang did not give any
vaue for the trandfer. Secondly, as an officer of Joy, Chang had inquiry notice that the transaction could
be avoided. Chang did not show that he wastoo ill or enfeebled whenthe LBO took place to know what
was trangpiring.  Chang knew that Joy had changed banks from LaSdlle to Pioneer. The checks were
drawn againgt a Pioneer account and the words “ L oan Department” appeared on the face of the checks.
A reasonable person acting in good faith would have been on notice that Joy was a borrower and the
possible source of the funds. See Bonded Fin., 838 F.2d at 898-99 (falure to invedigate under
circumstanceswhichwould cause areasonabl e personto investigatecanshowlack of good faith). Chang’s
damthat he and his counsel were mided by Y oung and had no idea that Joy was the source of the money
to buy his stock issmply not credible.

Counts 111 and V Breach of Fiduciary Duty

This court’ searlier Memorandum Opinionestablished that the Trustee had standing to sue Chang

for breach of hisfiduciary duty to Joy. Joy Recovery Technology, 257 B.R. & 273. The earlier Opinion

aso found that Joy was aclosdly hed corporationand that Chang owed afiduciary duty to the corporation
and itsshareholders. Id. at 274. The Trusteeaversthat as an officer of aninsolvent corporation, Chang also
owed afiduciary duty to Joy’s creditors. “ Thisfiduciary duty extendsto the creditors of corporations that
areinthevidnityof insolvency.” (See Trustee' s Proposed Findings of Fact and Conclusons of Law 1290).

The generd rule is that directors and officers do not owe afiduciary duty to creditors of a corporation,
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except under specia circumstancessuch as whenthe corporationisinsolvent. Technic Enginesring, Limited

v. Bagc Envirotech, Inc., 53 F.Supp.2d 1007, 1010-11 (N.D. Ill. 1999). Fromthe moment a corporation

becomes insolvent, its assetsare deemed to be held in trust for the benefit of creditors. [d. Therationde
for this view is that directors of an insolvent corporation have specia knowledge that is unknown to
creditors. However, there is an issue whether that rationde appliesunder Illinois law whenthe transaction
itself caused the debtor to become insolvent, as happened in this case.

Although, this court in In re Aluminum Mills Corp., 132 B.R. 869, 891 (Bankr. N.D. 1991),

opined that the fiduciary duty owed by directors of a corporationmay protect creditorswhenatransaction
undertaken by the corporation at direction of its officer leads to insolvency, that view has been criticized

asoverly broad by the Didrict Judge ruling in Technic Engineering. Technic Engineering, 53 F.Supp.2d at

1010 Fn. 4. At present the lllinois Supreme Court has not resolved thisissue. However, for reasons set
forth in Aluminum Mills, the conduct of Chang in effectuating the transaction involved here, sripping the
corporation of assets without benefit to it and rendering it insolvent, is found to have violated his fiduciary
duty. Accordingly, judgment will enter againgt him on Counts il and V.

Count IV Misappropriation 805 |LCS 5/8.60

Illinois corporation law provides:

S 8.60. Director conflict of interest. (@) If atransaction isfair to a corporation
at the time it is authorized, approved, or rétified, the fact that a director of the
corporation is directly or indirectly a party to the transaction is not grounds for
invaidating the transaction or the director's vote regarding the transaction;
provided, however, that in a proceeding contesting the vaidity of such a
transaction, the person asserting validity has the burden of proving fairness unless:

(1) the materid facts of the transaction and the director's interest or
relaionship were disclosed or known to the board of directors or a
committee of theboard and the board or committee authorized, approved
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or ratified the transaction by the afirmeaive votes of a mgority of
disnterested directors, eventhoughthedisinterested directors be lessthan
aquorum; or
(2) the materid facts of the transaction and the director's interest or
relationship were disclosed or known to the shareholders entitled to vote
and they authorized, approved or rtified the transactionwithout counting
the vote of any shareholder who is an interested director.
(b) For purposes of this Section, a director is "indirectly” a party
to a transaction if the other party to the transaction is an entity in
which the director has amaterid financid interest or of whichthe
director is an officer, director or generd partner.

805 ILCS 5/8.60.
The god of damages under this atute is not compensatory; rather, the purpose isto deprive the
fiduciary of the benefit of his breach, and thereby to deter fiduciaries from breaching their duty to the

corporation. Levy v. Maraka Sales Corp., 643 N.E.2d 1206, 1220 (citationomitted). Thus, forfeiture of

the vaue he or she obtained is dlowed under the cited provison.

Section 5/8.60 provides that adirector or officer who receives persona benefit fromatransaction
withthe corporation must show that the transaction was“fair” to the corporation. Olsenv. Hait, 219 F.3d
655, 657. Farnessis presumed if the transaction is approved by amgority of disinterested directors or
shareholders acting with full knowledge of the materia facts of the transaction. 805 ILCS 5/8.60(1)-(2).
Otherwisg, lllinois law defines fairness as market vaue. Olsen, 219 F.3d at 657. “A transactionis‘fair’ to
a corporation when it receives at least what it would have obtained following ams' length bargaining in
competitive markets.”1d. (citation omitted). This sandard cannot be met by aleveraged buyout wherethe
corporation receives nothing for its commitment to finance the purchase of abusinessfor another entity.

See MES/Sun Life Trust, 910 F.Supp. a 937 (unlikely that any LBO can satisfy far consderation
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requirement). However, parties can dill engagein LBO' s without running afoul of 8 5/8.60 by obtaining
the necessary approvd of disnterested directors or shareholders after fully disclosing the transaction.
That is what Chang contends occurred here. Chang argues that Young's acceptance of the
transaction meant that it was fair to Joy since Y oung was the co-owner of the company. However, there
aretwo problems with this argument. Firg, it assumesthat Joy wasthe alter-ego of Y oung. It issettled law
that a corporation is a separate legd entity, and as stated above the Trustee had standing to chdlenge any
transactionthat could be attacked by Joy, notwithstanding the fact that transaction may have beenratified

by Young. In re Rehabilitation of Centaur Insurance Co., 632 N.E.2d 1015, 1017 (Ill. 1994); Joy

Recovery Technology, 257 B.R. at 273. Next, aswas stated inthe earlier Opinionherein, Y oung was not

adisnterested party. 1d. a 275. The lllinois Satute requires ratification by a disinterested shareholder for
the safe harbor provisionto goply. 805 ILCS5/8.60(2) (vote of shareholder who is an interested director
does not count). That did not happen. Thus, having concluded that Chang engaged in a congtructively
fraudulent transaction with Joy, it necessarily falows that he violated the strictures of Section 5/8.60.
Judgment will therefore enter against Chang on Count 1V.

C. Subordination of Chang’'s Clam

The Trustee may subordinate Chang's clam against Joy under 8 510 of the Code. “ Section 510
was created in the 1978 Code as a codification of long-standing case law empowering the bankruptcy
courts to subordinate any vdid dam againg the bankruptcy estate *when principles of equity would be

offended by the alowance of such damson a parity with those of other creditors.” ” Koch Refining v.

Farmers Union Central Exchange, 831 F.2d 1339, 1350 (7™ Cir. 1987) (citationomitted). Section510(c)

provides:
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(c) Notwithstanding subsections (@) and (b) of this section, after notice and a hearing, the court
may--

(2) under principlesof equitable subordination, subordinate for purposes of digtributionadl

or part of an alowed claim to dl or part of another alowed clam or al or part of an

dlowed interest to dl or part of another dlowed interest; or

(2) order that any lien securing such a subordinated claim be transferred to the estate.
11 U.S.C. § 510(c).

At one point, Congress considered a categorica subordination of al claims of directors, officers,
or affiliates of the debtor. Collier, supra 510.05[1][a]. But such a provision would have increased the
number of bankruptcies by discouraging insders from investing in aling business. Id. at § 510.05[3][c].
Thus, that provisonwas dropped and Section 510 eschews statutorily defined grounds for subordination
in favor of “equitable’ grounds. 1d. at 1 510.05[1][a]. Congress l€ft it to the courts to develop the

“principles of equitable subordination.” Matter of Envirodyne Indudtries, Inc., 79 F.3d 579, 581 (7 Cir.

1996). However, courts are not given license to legidate entire new categories of subordinate claims,

rather, the determination of whether to subordinate a particular damisafactua inquiry that must be made

on a case-by-case basis. Matter of Lifschultz Fast Freight,132 F.3d 339, 348 n.7 (7*" Cir. 1997) (no
categorical subordination of tax pendty); Envirodyne, 79 F.3d at 581 ( Section 510(c) inquiryisdone on
case-by-case basis focusing on fairness to other creditors).

In the Seventh Circuit, the test from Matter of Mobile Sted Co., 563 F.2d 692, 700 (5" Cir.

1977) has been adopted to determine if adaim should be equitably subordinated. Lifschultz, 132 F.3d at
344. Under the Mobile Steel test, adaim will be reprioritized by subordinating it to other damswhere: (1)
the dlamant has engaged in some type of inequitable conduct; (2) The claimant’ s misconduct has resulted

in some injury to creditors;, and (3) the equitable subordination of the dam is consstent with the



Bankruptcy Code. 1d. The misconduct required for the first eement need not be related to the claim, and
any subordinationalowed should be proportionate to the damant’ swrongdoing. Mobile Stedl, 563 F.2d
at 700-01. For example, if the damant hastwo dams for $10,000 each and has defrauded the debtor out
of $10,000, then the court should only subordinate one of the $10,000 claims. |d.

The Supreme Court has not yet passed on whether inequitable conduct isamandatory requirement

before a clam can be equitably subordinated. United Statesv. Noland, 517 U.S. 535, 543 (1996). But

the rule under Lifschultzisthat inequitable conduct is generdly required before aclaim will be subject to

subordination. Lifschultz, 132 F.3d at 349. However, that rule is not absolute. See Inre Virtua Network

Servs. Corp., 902 F.2d 1246, 1250 (7™ Cir. 1990) (subordinationwithout misconduct); Envirodyne, 79
F.3d a 581 (same). Three categories of clams have been subordinated under the Mobile Stedl test; “(1)
whenafiduciary of the debtor misuses his pogition to the disadvantage of other creditors; (2) whenathird
party controls the debtor to the disadvantage of other creditors, and (3) when a third party actudly

defrauds other creditors.” Matter of United States Abatement Corp., 39 F.3d 556, 561 (5™ Cir. 1994).

Here, Chang obvioudy misused his position as a fiduciary to the detriment of Joy’s creditors.
Beginningin early 1995, Chang contributed to the deadl ock of Joy’ sboard, and ultimatdy he orchestrated
the dismantling of the board by intimidating its memberswiththreats of litigation, whicheventualy led those
membersto resgn. Thus, creditorsof Joy were left without the protection afforded by the corporate form.
Once the board was dispatched, Chang and Y oung used Joy as amereindrumentdity to effect the buyout
of Chang’ sstock. Therewas no board resolution approving the LBO, and Joy was not even represented
by counsal whenit mortgaged its future to finance the LBO. Joy’ s creditors were left holding the bag after

Chang cashed-out hisequity inthe corporation. See Lifschultz, 132 F.3d at 344 (claimant’ s use of debtor
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as mere insrumentdity is basis for equitable subordination). The distribution to Chang came at expense
of the company’s unsecured creditors. Andly, the harm caused to the unsecured creditors far exceeds
Chang' sasserted dam. Thus, inlight of the foregoing, equity commandsthat Chang’ sdam should be fully
subordinated to the claims of those creditors.

CONCLUSION

Judgments will issue by separate Ordersin accord with the foregoing rulings.

ENTER:

Jack B. Schmetterer
United States Bankruptcy Judge

Entered this 20th day of November 2002.
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